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In  1991  and  1992,  our  office  and  the  Department  of  Defense  (dod) 
Inspector  General,  req;>ectively,  reported  that  overtiead  should-cost 
reviews  had  saved  hundreds  of  millions  of  dollars  and  recomm^ided  that 
m(M«  en4>hasis  be  placed  on  such  reviews.  Should-cost  reviews  are  a 
special  form  of  coat  analysis  used  to  evaluate  the  econcmiy  and  effidetKy 
of  a  contractor’s  overhead  (^>eration8.^  In  March  1992,  the  DirectCM:  of 
Defense  lYocurement  instructed  contract  administration  activities  to  cany 
out  more  should-cost  reviews.  The  purpose  of  this  r^rt  is  to  advise  you 
of  the  actions  dod  has  taken  concerning  these  reviews. 


^ce  being  instructed  in  1992  to  conduct  more  8hould<»st  reviews,  dod 
has  d(me  only  four  such  reviews.  Furthermore,  all  four  of  these  reviews 
were  initiated  by  the  Air  Force  rather  than  the  Defense  Contract 
Maruigement  Command  (dcmc),  the  <»ganization  prinuuily  responsible  for 
conducting  the  reviews.  Since  1992,  dcmc  has  acknowledged  the 
inportance  of  the  reviews,  but  has  not  initiated  any  because,  according  to 
officials,  of  die  time  involved  in  develofang  regulations  and  an  aiptoach 
for  performing  those  reviews.  In  June  1993,  it  asked  its  customers  to 
identify  potential  candidates  fur  should-cost  reviews;  they  identified 
17  candidates,  dcmc  plans  to  begin  one  should-cost  review  in  July  1994  and 
another  one  after  a  contractor  completes  a  restructuring  actioa  dcmc  did 
not  consider  the  other  15  good  candidates  for  should-cost  reviews  because 
of  actions  these  contractors  had  taken  to  reduce  overhead  costs. 


In  December  1984,  DODaimouncedaprogramtoinproveitsoversi^tof 
contractor  overhead  costs  and  to  ultimately  reduce  these  costa  The 
program  re^nded  to  dod’s  concern  that  inadequate  management 
attention  and  surveillance  of  overhead  costs  may  have  allowed  defmse 
contractors  to  charge  improper  or  excessive  overhead  costs  to  defense 
contracta  As  part  of  its  program,  dod  emphasized  the  need  to  use 
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Overhead  Should-Cost 
Reviews  Have  Saved 
Hundreds  of  Millions 
of  Dollars 


evaluation  tools  such  as  overhead  ^ould-cost  reviews  to  help  control 
costs. 

The  overhead  should-cost  review  is  a  specialized  form  of  cost  analysis  (hat 
differs  firom  dod's  traditional  evaluation  methods.  In  traditional 
evaluations,  local  contract  audit  and  administration  personnel  primarily 
base  their  evaluation  of  forecasted  oveihead  costs  on  an  examination  of 
historical  costs  and  trends.  In  contrast,  overhead  should-cost  reviews  do 
not  assume  that  a  contractor’s  historical  costs  reflect  efficient  and 
economical  operationa  Instead,  they  involve  evaluating  the  economy  and 
effidency  of  a  contractor’s  existing  workforce,  methods,  materials, 
facilities,  operating  systems,  snd  managemmit  They  also  involve  using  an 
integrated  team  of  dod  contracting,  contract  administration,  pricing,  audit, 
and  engineering  represotitatives.  These  representatives  conduct  a 
comprdiensive  evaluatirxi  of  overhead  costs  to  identify  both  short-  and 
longHrange  initiatives  needed  to  in^rove  the  economy  and  efficiency  of  a 
contractor’s  (^rations. 

Conttactor  overhead  costs  historically  have  comprised  a  large  part  ctf  the 
total  cost  of  defense  ccxitracts.  As  defense  budgets  decline  and  contractm' 
business  bases  become  smaller,  overhead  costs  are  likely  to  constitute  an 
evm  larger  part  of  fliture  contract  costs.  F\irthermore,  dod’s  move  Ihxn 
fixed-iHice  to  cost-type  contracts  for  devdqpment  efforts  will  shift  m(»e 
of  the  overhead  cost  ride  to  the  government 


On  July  1, 1990,  aD  of  the  services’  contract  administration  otganizatirms 
were  consolidated  into  the  ne^  created  dcmc^  within  the  Defense 
Logistics  Agmcy.  Altar  the  reorganization,  dcmc  performed  some 
shouletcost  reviews  but  began  to  use  more  reviews  of  another  type^  to 
evaluate  contractras’  proposed  overtread  costs.  In  view  of  the  sdgnificant 
decrease  in  the  use  of  overhead  dtould-cost  reviews,  we  recommended  in 
our  1991  reprnt*  that  the  Secretary  of  Defense  (1)  revise  the  i»ocuranent 
regulations  to  provide  guidance  on  the  use  of  these  reviews  and  (2)  {dace 


*Ab  a  rmrit  of  the  oomoUdatkm,  DCMC  became  leapoDBible  for  oonductins  overiiMd  should  coat 
iwdewa  St  all  contractor  tocattonaeactptthoae  mater  flieampice  of  the  Sn>enilaor  of  SWpbufldtaa 
ConrankNi,  and  Repair. 

*rhe  other  raview%  caned  In-depth*  reviews,  also  evaluate  the  econonqr  and  efBciencjr  of  a 
contiactortoperaBona;  however,  thqr  do  not  approach  the  depth  of  coverase  or  resourees  used  In 
overhead  ihould-coetrevlewa. 
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more  emphasis  on  measures  to  reduce  contractor  overhead  costs, 
including  use  of  overhead  should-cost  reviews. 

Our  1991  report  showed  that  dod’s  overhead  should-cost  reviews  had 
saved  hundreds  of  millioivs  of  dollars.  For  example,  the  services  and  the 
Defense  Logistics  Agency  estimated  that  five  reviews  compl^»d  in  fiscal 
year  1985  had  saved  $1.1  biUion,  compared  with  an  estimated  cost  of 
$2.4  million  to  cmiduct  the  reviews.  Further,  Air  Force  contracting  officers 
reduced  contractcws’  proposed  overhead  costs  by  $2.4  billion  as  a  result  of 
four  reviews  conduct^  during  fiscal  years  1986  and  1987.  According  to 
the  Air  Force,  the  reductions  were  double  those  contracting  officers  had 
achieved  in  prior  oveffiead  negotiations  using  traditirHial  evaluation 
techniques. 

For  our  1991  report,  we  examined  the  results  of  hurward-pticing  rate 
agreement^  negotiations  at  selected  contractor  locatirHis.  At  12  contractor 
locations  where  ovohead  should^rost  reviews  were  conducted,  dod 
negotiators  reduced  contractors*  proposed  overhead  costs  by  $3.8  billion, 
which  was  over  a  lOpercent  reducticHr.  of  the  proposed  amount,  as  a  result 
of  should-cost  reviews.  In  February  1992,  dod’s  Inqiiector  General  issued  a 
rqxat^  that  confirmed  our  findingB. 


In  response  to  our  report,  the  Director  of  Defense  Rrocuremmit  by 
memorandum  dsded  March  31, 1992,  submitted  proposed  regulations  on 
the  use  of  overhead  should-cost  reviews  to  the  r^ulatory  review  process.^ 
In  a  separate  March  31, 1992,  memorandum,  the  Director,  realizing  the 
benefits  of  the  reviews,  instructed  contract  administration  activities  to 
carry  out  overhead  should-cost  reviews  at  sdected  contractors. 

On  May  28, 1992,  dcmc  headquarters  advised  its  district  offices  that  the 
Office  of  the  Secretary  of  Defense  had  drafted  regulatiotts  <m  perfmming 
overhead  should-cost  reviews  and  had  directed  die  reviews  be  rkme  addle 
the  regulations  were  being  processed.  Ihe  proposed  regulations  were 


*A  forwaidi>ik:lng  rUe  agreemert  is  a  writim  aweeiMnt  between  t  contractor  and  D(X>  to  OM  ootaiii 
oweiliead  latea  In  dw  negotiation  oonlnctB  or  contract  ntodificanons  over  a  apecUM  period  or 
tinia'nieeeageenientseiiinteate  the  need  to  negotiate  aqiaiateovBriieadrateefcr  each  CMitract  or 
contract  modWcatton  at  contractois  where  the  vDluine  of  negotiated  cMdracting  is  atgntfleaait 

*PorwairiMctngRateABeenienta(Bei>oitWai>a'066.Pri).27. 1982). 

’RevWons  to  the  Federal  AoquWtion  Regulation  an  prepaied  and  iaaned  through  coordinated  acthm 
of  the  Defense  and  Oilian  Acqidaltton  Reguiatoqr  Ooundia  After  these  CoundiB  a^ee  on  a  mvWon, 
it  is  then  pubMahed  In  die  FederatSegliter  far  pribitc  review  end  conunant 
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published  in  the  Federal  Register  for  review  and  ccunment  <m  April  6, 1994, 
over  2  years  alto- they  were  submitted  for  review.* 

Since  the  Director’s  1992  memorandum,  tmly  four  overhead  should-cost 
reviews  have  been  dcme.  Furthermore,  dcmc  initiated  none  of  these 
reviews.  The  Air  Fmrce  iiutiated  three  of  the  reviews  because  it  was 
crmcemed  abmit  overhead  cost  growth  in  the  F-22  limiter  aircraft 
program.  The  fourth  review  was  done  to  facilitate  productirm  planning. 
These  four  reviews  are  projected  to  result  in  estimated  savings  ranging 
from  1271  millitxt  to  $340  million. 

DOKC  (dlidals  h^d  us  that  several  factcas  contributed  to  th^  initialing  no 
reviews.  The  primary  factor  dted  was  that  the  draft  regulaticms  could  not 
be  issued  because  of  the  morafemrium.  domc  officials  said  they  thn^oie 
had  to  plan  ftsr  such  matters  as  cmitractor  selectkm  critaia,  risk 
assessment  details,  and  resources  to  do  the  reviews.  They  said  these 
planning  activities  took  a  considerable  amount  of  time  to  acccxnplish. 
While  some  planidi^  was  no  doubt  necessary ,  overload  cost  reviews  had 
been  sttccessftdly  accmnidiriied  in  prior  years  without  r^ulatcxy  gukfance 
and  the  Directcar  of  Drfense  lYocurement  had  instructed  that  the  reviews 
be  done  while  the  regulations  were  being  finalaed. 


Plans  to  Accomplish 
Overhead  Should-Cost 
Reviews 


Subsequoit  to  iXH>’s  March  1992  instruction  to  acc(»n|dish  overhead 
should-cost  reviews,  several  DCMC  custtmiets,  including  the  Army’s  Senior 
Acquisition  Executive,  advised  DCifc  headquarters  of  their  conoon  about 
overhead  coat  growth  and  means  to  control  and  reduce  these  coats. 
Although  DCMC  (dfidals  have  acknouiedged  the  potential  contribution 
ahould-cost  reviewa,  dcmc  has  been  slow  in  inhiating  such  reviews.  The 
following  illustrates  how  limited  the  pro0!ess  has  beea 


•  In  Novonber  1992,  the  Army’s  SmdOT  Acquisition  Executive  idmitifled 
should-cost  reviews  as  (xie  initiative  plaruied  to  mrxiitor  the  inaitagemotit 
of  ccmtractcH:  ovohead  costs.  Howevor,  dcmc  did  not  make  the  should-cost 
reviews  apart  of  its  ongoing  overhead  aaseaament  program. 

•  In  .^Hil  1993,  toe  Army  MataialCk»iunand(AMc)  expressed  the  need  to 
conduct  overhead  sh(Hdd<ost  reviews  at  adectedcontractcM:  sites.  It 
called  toe  March  1992memf»anduma''calltoanns’'toc(mducttoe 
reviewa  and  already  knew  which  omtractots  would  be  good  candidates. 
AMC  stated  it  was  ready  to  aiq^ly  technical,  coat  and  pricing,  and 

*Atthetin>Bttiepropo»e<lrevtSoo  wiapreptad,  theadinintitwttonhaddarectwliSinHw  toreftito 
StMitwiiBrMUiifCiwaedornBWWtiiaatoiifcTfcBiiioiWoriiMiWBMliwdtoenBctiMtajMWiiySl. 
IWa  An8rtti>niowtoriumeBq<i»d,«b«cMogorweidHlomli»iltobeproeMwd. 


adminifllntive  talent  for  acc<»n|di8hing  the  reviews  and  requested  dcmc’s 
active  paiticq>ati<m,  but  DCifC  did  not  follow  up. 

•  In  May  1993,  DCifC  headquarters  acknoededged  it  needed  to  devel<9  a 
DCMO-wide  i9q;>roach  for  analyzing,  evaluating,  assessing,  and  negotiating 
c(»itractor  overhead  costa  As  part  of  the  agency  wide  approach,  dcmc 
requested  that  its  custcmiers — the  services  and  the  National  Aeronautics 
aiKl  %>ace  Administiation — identify  candidates  fear  should-cost  reviewa 
The  customers  recommended  a  total  of  17  candidates  for  fiscal  year  1994. 

•  In  January  1994,  dcmc  asked  its  distiict  offices  to  determine  which  of  the 
17  reviews  to  p^onn  first.  In  June  1994,  dcmc  headquarters  determined 
that  reviews  should  be  done  at  only  2  of  the  17candidateaC)neofthese 
reviews  is  scheduled  to  begin  in  July  1994,  and  the  other  is  being  ddayed 
urdil  the  conqmny  conq)letes  its  restructming  action.  Ihe  other  16 
candidates  were  ehminated  because  diey  were  crxiaidered  low  risk  or,  in 
one  case,  the  emnpany  was  not  under  dcmc’s  jurisdiction.  In  assessing  risk, 
dcmc  looked  at  the  stability  of  the  contractors’  business  bases;  actions 
takm  to  reduce  overhead  cost^  adiether  the  ccmtractcMcs  had  formal  idans 
to  reduce  overhead  costs  as  their  business  bases  fell;  and  othor  factors. 
The  msjor  customers  of  these  contractors  concurred  with  dcmc’s  low  risk 
assessment 

•  In  June  1994,  dcmc  headquarters  directed  its  district  offices  to  conduct  a 
risk  assessment  of  78  cmntracUxs  designated  as  cost  moniUmng  site^  to 
determine  the  fiiture  need  fear  should-cost  reviews. 


Recommendation 


Because  DCMC  has  not  resgxmded  to  the  March  1992  instruction  on 
pmfoiming  overhead  should  cost  reviews,  we  recommend  that  the 
Secretary  of  Defense  re-onphasize  the  instruction  and  estaUish 
appropriate  mechanisms  for  aisuring  diat  it  is  carried  out  in  a  timdy 
manner. 


.  Scope  and 
Methodology 


We  reviewed  various  records  at  dcmc,  induding  infumation  showing  the 
number  of  overhead  dunild-cost  reviews  carried  out  since  the  March  31, 
1992,  memmandum  <»  these  reviews.  We  also  examined  dcmc  records 
showing  Aiture  plans  for  overhead  should-cost  reviews  and  the  milestones 
for  accotiqdishing  these  reviews.  In  addition,  we  visited  officials  in  die 
Office  Assistant  Secretary  of  the  Navy,  Office  of  Assistant  Secretary 
die  Air  Force,  and  AMC  and  discussed  various  aspects  overhead 

ahoidd-oost  reviews.  We  did  not  obtain  writtmi  agency  commoits  (Ml  this 
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report  However,  we  discussed  our  draft  report  with  officials  firom  the 
Office  of  the  Secretary  of  Defense,  the  services,  the  Defense  Logistics 
Agency,  dcmc,  the  Defense  Contract  Audit  Agency,  and  the  Office  of  the 
DOD  In^>ector  General  and  have  included  their  conunents  where 
appropriate.  We  conducted  our  review  from  July  1993  to  June  1994  in 
accordance  with  generally  accepted  government  auditing  standards. 


As  you  know,  31  U.S.C.  720  requires  the  head  of  a  federal  agency  to  submit 
a  written  statement  of  the  actions  taken  on  our  recommendations  to  the 
Senate  Ccmimittee  (m  Goverranental  Affairs  and  the  House  Committee  on 
Government  OparaticHis  not  later  than  60  days  after  the  date  of  the  rq^xxt 
A  written  statement  must  also  be  submitted  to  the  House  and  Senate 
Committees  on  Appropriations  with  the  agency’s  first  request  for 
iq>pr(¥riations  m^  more  than  60  days  after  the  date  of  the  rqx>rt 

We  are  sending  copies  of  this  report  to  the  Director,  Defense  Logistics 
Agency,  Commander,  dcmc,  the  Secretaries  of  the  Air  Force,  the  Army,  and 
the  Navy,  and  intereeted  congressional  committees.  We  will  make  copies 
available  to  others  vqpon  request 

Please  contact  me  at  (202)  512-4587  if  you  or  your  staff  have  any  questicHis 
concerning  this  lepott  Offier  nu^  contributors  to  this  repent  are  listed  in 
{q)pendixL 

Sincerely  yours. 


David  E.  Coq[>er 

Director,  Aopiisition  Policy,  Technology, 
and  Conqpetitiveness  Issues 
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